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DIRECT TESTIMONY OF DANIEL F. SULLIVAN

FOR

THE OFFICE OF REGULATORY STAFF

DOCKET NO. 2008-4-G

IN RE: ANNUAL REVIEW OF PURCHASED GAS ADJUSTMENT AND GAS

PURCHASING POLICIES OF PIEDMONT NATURAL GAS COMPANY, INC.

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND
OCCUPATION.

My name is Daniel F. Sullivan. My business address is 1441 Main Street,
Suite 300, Columbia, South Carolina, 29201. I am employed by the Office of
Regulatory Staff (“ORS™) as an auditor.

PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND
EXPERIENCE.

I received a B.S. Degree in Business Administration, with a major in
Accounting from the University of South Carolina in December 1998. From
February 1999 to February 2005, [ was employed as an auditor with the South
Carolina State Auditor’s Office. In that capacity, I performed audits and reviews of
cost reports filed by institutional providers of Medicaid services for the South
Carolina Department of Health and Human Services. The primary purpose of those
audits and reviews was to establish the applicable reimbursement rates to be paid to
Medicaid providers for services rendered to qualified Medicaid patients. In
February 2005, I began my employment with ORS and since then have been
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involved in cases dealing with the regulation of gas, water and wastewater
companies.

WHAT IS THE PURPOSE OF YOUR TESTIMONY INVOLVING
PIEDMONT NATURAL GAS COMPANY, INC.?

The purpose of my testimony is to set forth findings resulting from ORS’s
examination of Piedmont Natural Gas Company, Inc.’s (*Company” or
“Piedmont”) deferred account #253.04 for the period April 1, 2007 through March
31, 2008.

IN CONNECTION WITH YOUR TESTIMONY, DID YOU PREPARE OR
CAUSE TO BE PREPARED ANY EXHIBITS?

Yes, the Audit Staff has prepared Audit Exhibit DFS-1, titled “Account
#253.04 Analysis Summary”, Audit Exhibit DFS-2, titled “Storage Inventory
Activity” and Audit Exhibit DFS-3, titled “Risk Management - Hedging Program”,
in connection with this testimony.

ON WHAT AUTHORITY DOES THE ORS MONITOR THE ACTIVITY IN
PIEDMONT’S DEFERRED ACCOUNT #253.04?

In Docket No. 83-126-G and 86-217-G, Order No. 88-294, the Public
Service Commission (“Commission”) found that:

(1) A true-up for differences between billed and filed rates is appropriate and
necessary to assure that Piedmont’s customers pay no more than Piedmont’s

actual cost of gas.
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(2) A true-up of demand charges for changes in sales volumes is appropriate
and necessary to assure that Piedmont’s customers pay no more than
Piedmont’s actual cost of gas.

(3)  The Company is to maintain an account reflecting its gas costs each month,
the amount of gas costs recovered each month, and amounts deferred from
month to month. The Company is also required to file with the
Commission, a report on a monthly basis showing the status of this deferred
account.

Additionally, with the issuance of Order No. 2002-223 dated March 26,

2002 in Docket No. 2001-410-G, the Company is required to file regular reports on

the status of the hedging program and the results of its hedging activities.

HAS ORS CONDUCTED THE COMMISSION REQUIRED

EXAMINATION OF THE COMPANY’S DEFERRED ACCOUNT?

Yes. ORS has examined the activities included in deferred account #253.04.

In addition, ORS has examined the Company’s gas storage inventory accounts and

account #191.01, Deferred Account Hedging Program, for the period April 2007

through March 2008.

PLEASE EXPLAIN AUDIT EXHIBIT DFS-1 AND WHAT IS REFLECTED

ON THAT EXHIBIT.

Audit Exhibit DFS-1 presents, for each month of the period under
examination, the components which contribute to the Company's over/under

collection in deferred account #253.04. These components are:
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Commodity True-Up (Billed vs. Filed rates) - These amounts represent the

difference in the Company’s actual gas costs on a monthly basis as compared to the
benchmark cost of gas included in the Company’s Gas Cost Recovery Mechanism
(“GCRM™) filings during the period. The Company’s benchmark cost of gas at the
beginning of the period was $7.50, established as a result of the Company filing
GCRM #120, effective January 1, 2007. Effective August 1, 2007, the Company
filed GCRM #121 with the Commission which increased the benchmark cost of gas
from $7.50 to $8.50. On a Carolinas System basis, actual gas costs are computed
and compared to the benchmark cost and any difference is allocated to South
Carolina operations based on the current month’s sales percentage. Commodity
True-Up for the period decreased the under-collection by $4,489,888.

Demand True-Up - These amounts represent the over or under-collection of

demand charges incurred by the Company as compared to demand charges billed
and collected from customers. Total demand charges incurred are computed and
allocated to South Carolina operations based on the design day factor established by
the Commission in Order No. 2002-761 dated November 1, 2002, approving new
rates and charges issued in Docket No. 2002-63-G. Effective November 2005, the
design day factor for demand allocation to South Carolina operations changed from
the previously approved 15.81% to 16.16%. This change in allocation resulted
from the Commission’s approval of the Company’s election to participate in the
Rate Stabilization Act (“RSA”) program. Demand true-up for the period increased

the under-collection by $6,725,528.
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Negotiated L.osses - In competition with alternate fuels, the Company’s GCRM

allows it to maintain its industrial load by selling gas at less than the approved tariff
resulting in margin losses. Negotiated losses for the period increased the under-
collection by $1,162,995.

Secondary Market Sharing - Effective with new rates approved in Docket No.

2002-63-G, Order No. 2002-761 dated November 1, 2002, the Company now
credits 75% of the margin from off-system sales and from capacity release
transactions to deferred account #253.04. The remaining 25% is retained by the
company. The same Order also provided that capacity release credits and off-
system sales would be allocated to South Carolina using the same design day
methodology approved for fixed demand costs. Shared margins and capacity
release credits for the period reduced the under-collection by $6,445,405. It should
be noted that in compliance with Order No. 95-1461 dated August 22, 1995, issued
in Docket No. 95-160-G, the Company is reporting capacity release activity. These
capacity release credits totaling $3,540,175 are included in the total of $6,445,405
listed above for secondary market sharing.

Proration Adjustment - The proration adjustment is made as a result of cycle

billing and necessitated as a result of the filing of GCRM #121 effective August 1,
2007. This proration adjustment decreased the under-collection by $107,724.

Weather Normalization - In compliance with Order No. 95-1649 dated November

7, 1995, issued in Docket No. 95-715-G, the Company began recording in deferred

account #253.04 weather normalization effective for the winter heating season of

November 1, 1996 through March 31, 1997. The weather normalization adjustment
THE OFFICE OF REGULATORY STAFF
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is designed to increase or decrease the margin component of the rate based on a
comparison of actual weather conditions, during the period, to normal weather
conditions. Weather normalization adjustments for the twelve months ended March
31, 2008 increased the under-collection by $4,848,866 as a result of warmer than

normal weather for the 2007-2008 heating season.

Unaccounted For (Annual Line Loss Adjustment) - The annual line loss

adjustment reflects a true-up of calculated “unaccounted for” and “company use”
fuels charged to the customers as compared with the actual losses experienced
during the period. This is an annual adjustment required by the Company’s GCRM,
and for the twelve months ended March 31, 2008, reduced the under-collection by
$939,006.

Uncollectible Gas Cost Recovery - In Docket No. 2006-4-G, Order No. 2006-527

dated October 11, 2006, the Commission approved the company’s request to
remove uncollectible gas cost expense from its cost of service and authorized the
recovery of these costs through the company’s gas cost deferred account #253.04.
Under this revised methodology, the commodity cost of gas portion of uncollectible
accounts is now a component of deferred account #253.04. The balance of the
uncollectible accounts expensed, including the company’s margin, will be
recovered through their RSA filing. The uncollectible gas cost adjustment
increased the under-collection during the period by $758,886.

Supplier Refunds - The Company received supplier refunds totaling $976,741 for
the twelve months ended March 31, 2008. South Carolinas allocation of these
refunds results in a decrease to the under-collection of $157.364.
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Hedging Activity Transfer - In Docket No. 2006-4-G, Order No. 2006-527 dated
October 11, 2006, the Commission authorized the Company to transfer the balance
of its cumulative hedging gains or losses to deferred account #253.04 on a monthly
basis, effective November 1, 2006. In November 2007, the Company transferred its
cumulative hedging losses as of November 30, 2007, totaling $6,636,701, to
deferred account #253.04. Starting in December 2007, the Company began
transferring its monthly hedging activity to deferred account #253.04 on a monthly
basis. Transfer of the cumulative hedging losses in November 2007 and the
monthly hedging gains in the subsequent months resulted in an increase to the
under-collection of $5,390,352.

Accrued Interest - In Docket No. 98-004-G, Order No. 98-618 dated August 11,

1998, the Commission ruled that the actual earned overall rate of return should be
utilized in computing interest on the deferred account balance. In Docket No.
2000-004-G, Order No. 2000-707 dated August 25, 2000, the Commission found
that interest on the deferred account should be limited to the lower of the authorized
overall rate of return or the actual earned overall rate of return. In Docket No.
2006-4-G, order No. 2006-527 the Commission ordered that, effective November 1,
2000, the interest rate applicable to balances in Piedmont's account #253.04 be
fixed at 7.00%. The Company used the Commission ordered rate of 7.00% in
calculating accrued interest on deferred account #253.04 during the period and the
result is an increase in the under-collection of $494,265.

WHAT IS INCLUDED IN AUDIT EXHIBIT DFS-2, STORAGE
INVENTORY ACTIVITY?

THE OFFICE OF REGULATORY STAFF
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A.

During the PGA, the Company provided ORS with detailed inventory
calculations of its underground and liquefied natural gas (LNG) storage facilities.
ORS accumulated the various inventory levels by storage location in total, and
includes a summary of them in Audit Exhibit DFS-2, for Commission
consideration.

The Company has contracted with seven underground storage facilities. Five
of these facilities are on the Transco System, including General Storage Service and
General Storage Service - Dominion located in Pennsylvania, Washington Storage
Service located in Louisiana, Eminence Storage Service located in Mississippi and
Hattiesburg Storage Service located in Hattiesburg, Mississippi. The sixth and
seventh underground storage facilities are on the Columbia Gas Transmission
System. The first is owned by Columbia Gas Transmission Corporation and
operated by Columbia Gas Storage, a Firm Storage Service, with storage facilities
in Pennsylvania, Virginia, and West Virginia. The second is Hardy Storage
Company, located in West Virginia, which is jointly owned by Columbia Gas
Transmission Corporation and Piedmont. Audit Exhibit DFS-2, “Total
Underground” section, details the inventory activities of these underground
facilities in total. The inventory located in the seven underground facilities at the
beginning of the review period totaled 8,183,512 dekatherms at a total cost of
$62,356,982 or a weighted average cost of $7.6198 per dekatherm. The net
inventory increased during the period, including injections, withdrawals and other
related activities, resulting in an ending inventory balance for the underground
facilities of 8,967,261 dekatherms at a total cost of $68,893,624, or a weighted

THE OFFICE OF REGULATORY STAFF
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average cost per dekatherm of $7.6828. During its examination, ORS obtained
verification from the storage facility operators of the volumes stored in each of
these facilities at the close of the review period.

Audit Exhibit DFS-2 also contains a section called “Total LNG” which is a
summary of the various LNG inventories maintained by the Company, including
Pine Needle. Pine Needle is an LNG facility located in Guilford County, North
Carolina and is jointly owned by Piedmont, Transco and several other utilities
and/or investors. Inventory is also stored at the Company’s LNG facilities located
near Charlotte, North Carolina and at LNG-NCNG located at Four Oaks, North
Carolina. Piedmont’s records indicated LNG inventory located in these facilities at
the beginning of the period totaled 2,781,532 dekatherms at a total cost of
$20,900,981, or a weighted average cost of $7.5164 per dekatherm. The net
inventory decreased during the period, including injections, withdrawals and other
related activities, resulting in an ending LNG inventory balance for these three
facilities of 2,301,007 dekatherms at a total cost of $17,841,479 or a weighted
average cost per dekatherm of $7.7538. During its examination, ORS verified
injections and withdrawals to the daily storage activity worksheets for each facility
and the calculation of ending inventory balances.

WHAT IS INCLUDED ON AUDIT EXHIBIT DFS-3, RISK
MANAGEMENT-HEDGING PROGRAM?

Audit Exhibit DFS-3 details the results of the Company’s hedging program
for the period. These results are reflected in gains or losses, on a monthly basis, net

of brokerage fees and commissions, resulting from the purchase of options to buy

THE OFFICE OF REGULATORY STAFF
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gas futures contracts (Call Options) and the purchase of options to sell gas futures
contracts (Put Options). The Company purchased these Call and Put options at
various strike prices. The strike price is the specified price at which a gas futures
contract could be bought or sold if the options were exercised. During the twelve
months ended March 31, 2008 the Company purchased a net of 2,339 option
contracts. The purchases and/or sales of these options were verified by tracing
these transactions to the broker statements in detail.

In Docket No. 2006-4-G, Order No. 2006-527 the Commission authorized
the Company, effective November 1, 2006, to transfer the balance of its cumulative
hedging gains or losses to account #253.04 on a monthly basis. The Commission
also ordered effective November 1, 2006, the interest rate applicable to balances in
Piedmont's account #253.04 shall be fixed at 7.00%. For the period, the Company
calculated interest on the average monthly hedging balance using an annual interest
rate of 7.00% for the months of April 2007 - October 2007. As indicated by the
caption “Hedging Activity Transfer” on Exhibit DFS-1, the Company transferred
the cumulative hedging loss of $6,636,701 in the hedging program to deferred
account #253.04 in November 2007. This amount agrees with the cumulative loss
as of November 2007 as shown on Audit Exhibit DFS-3. For November 2007,
interest on the cumulative balance of $6,636,701 was not calculated as part of the
hedging program but was calculated as part of the interest calculation in deferred
account #253.04. Beginning in December 2007, the monthly net hedging gains or
losses before interest were transferred to deferred account #253.04 and included as
part of the interest calculation on deferred account #253.04.
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As indicated on Audit Exhibit DFS-3, the cumulative loss at the end of the

period for the hedging program is $5,390,352.
Q. WHAT ARE ORS’S FINDINGS REGARDING PIEDMONT’S DEFERRED
ACCOUNT #253.04?

A. Based on our examination, it is the opinion of ORS that Account 253.04 is
accurately stated and that the balance of $8,936,406 fairly represents the Company's
under-collection balance as of March 31, 2008.

Q. DOES THAT CONCLUDE YOUR TESTIMONY?

A.  Yes, it does.

THE OFFICE OF REGULATORY STAFF
1441 Main Street, Suite 300
Columbia, SC 29201
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